Introduction
During December 2001, as a result of then-recent, well-publicized financial reporting failures, the United States Securities and Exchange Commission (SEC) began a series of initiatives to improve the quality and transparency of public company disclosures included in regulatory filings. One of the initial initiatives focused on expanding the information included within the management's discussion and analysis (MD&A) section of Form 10-K. The SEC suggested that clearly worded narrative and quantitative disclosures of critical accounting policies 3 could increase investor understanding of the financial information and allow investors to make more informed decisions (SEC, 2001) . The SEC also indicated that enhanced disclosures could improve corporate governance, by allowing audit committee members to more effectively discuss and evaluate the methods, estimates, assumptions, and uncertainties used by management. Guidance related to this initiative is included in three documents issued from . As a result of the review, the SEC sent comment letters to more than 350 companies. The SEC noted that more comments pertained to MD&A disclosures than to any other topic. Within the MD&A, the SEC noted that many companies had not adequately complied with the in-tent of FR-60, and that a large number of companies failed to provide any critical accounting policy (CAP) disclosures within 2001 filings. Interested parties may learn little, however, about 2001 CAP disclosures because the SEC pro-vided no other details about their content.
To determine how companies responded to FR-60 and subsequent guidance, we examined the 2001 and 2003 CAP disclosures of a sample of 112 Standard & Poor's Mid-Cap 400 companies. The Mid-Cap 400 companies were selected to compliment the SEC's review of the 2001 filings of Fortune 500 companies, and to provide in-sight into the disclosure patterns of a group of companies that prior research suggests make fewer disclosures than those included in the filings of Fortune 500 companies.
The CAP disclosures included in 2001 filings were in response to the cautionary advice included in FR-60. Within our sampled companies, 80% provided at least one CAP disclosure within a separate section of the MD&A. Within the 2003 filings, 100% of the sampled companies disclosed at least one CAP, and the extent of disclosures specified in FR-60 improved from those made in 2001. We find that the number and extent of disclosures related to FR-72 (SEC, 2003b) increased from 2001 to 2003, but that there was little change in the disclosure of items included only in the Proposed Rule ( SEC, 2002b) .We also find that the disclosure quality improved from 2001 to 2003.
The results of this study add to the accounting literature by providing insight into the extent to which disclosures change in response to new guidance and continuing emphasis by the SEC. Our study also provides insight into the extent to which disclosures change to conform with guidance included in the proposed rules. In addition, the study provides detailed information and statistical analyses about the CAP subject matter and accounting topics included in company disclosures for 2001 and 2003, information that was not included in the 2003 SEC report. The SEC continues to signal the importance of CAP disclosures. For example, the Commission continues to review the content of CAP disclosures included in the MD&A, and updates its guidance on expected disclosures on a regular basis (for example, see SEC, 2005; SEC, 2006) . Most recently, the SEC incorporated CAP and critical accounting estimates into its guidance regarding management's report on internal control when it noted that ''[f]inancial reporting elements that involve . . . critical accounting policies, and related critical accounting estimates generally would be assessed as having a higher misstatement risk" (SEC, 2007c, 35330) . In addition, it extended its review of CAP disclosures to the 2005 20-Fs prepared for the first time on the basis of International Financial Reporting Standards (IFRS) (SEC, 2007b) , 4 and referred to the need for additional disclosures on revenue recognition in the staff observations resulting from the review of IFRS filings (SEC, 2007a) . As such, the results of this study provide insight into the timing and extent to which companies included SEC, mandatory and discretionary disclosures regarding topics and subjects the SEC continues to signal it views as important.
Background and research questions
The SEC has required MD&A as a section of Form 10-K since 1968; the current disclosure framework dates from 1980 ( Bagby, Kintzele, & Kintzele, 1988; Dieter & Sandefur,1989; SEC, 2002c) . As the SEC reiterated in 2002(c), ''[T] he MD&A requirements are intended to provide, in one section of a filing, material historical and prospective textual disclosure enabling investors and other users to assess the financial condition and results of operations of the registrant's prospects for the future." Bagby et al. (1988) note that the SEC is empowered by Section 15(c)(4) of the Securities Exchange Act of 1934 to enforce MD&A disclosure requirements. Depending on the extent of noncompliance, registrants may receive a letter of comment, be required to amend their original filing, and/or be referred to the SEC's Division of Enforcement (SEC, 2002c) . Supporting the need for these regulatory actions are the numerous research studies and reports that identify the content of the MD&A as useful to financial statement users (see, for example, AICPA, 1994; Clarkson, Kao, & Richardson, 1999; Knutson, 1993; Rogers & Grant,1997) .
The SEC continues to refine its MD&A guidance through the use of financial reporting releases, proposed rules, and rules. In this research study we focus on the three releases issued between 2001 and 2003 related to critical accounting policy and estimate disclosures: FR-60, the 2002 Pro-posed Rule, and FR-72.
5 Cole and Jones (2005, p. 14) reviewed the content of these releases and concluded, ''Because of the SEC's recent emphasis on disclosures about critical accounting estimates, information on the sensitivity of accounting estimates to changes in assumptions, which often was not previously available, is now provided on a more consistent basis for public companies." However, the authors provide no data to support their conclusion. The results of our study provide detailed information as to the extent to which companies complied with the SEC's voluntary and required guidance. 5 Disclosures of critical accounting estimates and policies are not specific to the US SEC guidance. International Accounting Standard 1 requires companies preparing their financial statements in accordance with International Financial Reporting Standards disclose their significant accounting estimates and judgments within a section of the significant accounting policy note or in a separate note (IASB, 2007) The SEC issued FR-60 on December 12, 2001 in response to calls for improved transparency on estimation methods, assumptions and disclosures within the MD&A. FR-60 emphasized and reiterated current SEC disclosure requirements regarding ''risk and uncertainties inherent in significant estimates" (SEC, 2001) . The release specifically called for ''public companies to include in their MD&A this year full explanations, in plain English, of their 'critical accounting policies,' the judgments and uncertainties affecting the application of those policies, and the likelihood that materially different amounts would be reported under different conditions or using different assumptions" ( SEC, 2001) .FR-60 did not contain specific guidance about critical account-ing policy disclosures. It did, however, alert companies that additional guidance would be forthcoming.
The importance attached to critical accounting policies in FR-60 was reiterated in the SEC's January 2002 release in which it announced it planned to propose new rules pertaining to CAPs ( SEC, 2002a) . Also in January 2002, speeches by both Harvey L. Pitt, then Chairman of the SEC ( Pitt, 2002) , and Robert Herdman, then Chief Accountant of the SEC ( Herdman, 2002) , referred to the importance of providing investors with transparent information about critical accounting policies, as well as the need for companies to inform investors of the potential impact of judgments on future financial performance included with-in the financial statements. These multiple references to CAP disclosures should have alerted SEC filers that the SEC viewed the disclosures as critical, and increased the number of companies including such disclosures in their 2001 Form 10-Ks.
In May 2002, the SEC issued the promised new guidance in the form of a proposal to amend MD&A requirements (Proposed Rule) (SEC, 2002b) . The Proposed Rule contained detailed guidance on qualitative and quantitative CAP dis-closures.
6 Consistent with the advanced ''warnings" issued by the SEC and its leadership, the Proposed Rule states that disclosures of accounting estimates should include a description of the estimates used, how estimates affect re-ported financial results including affected line items, the changes that could potentially result from the use of different estimates, and whether senior management discussed the development, application and disclosure of estimates with the audit committee. However, the Proposed Rule was not finalized during 2002, as such, its authority for calendar year 2002 filings was (and remains) ambiguous. ''In December 2001, the Commission released FR-60 and indicated that companies should provide more discussion in MD&A about their critical accounting policies. Under an appropriate heading, companies are encour-aged to disclose their most difficult and judgmental estimates, the most important and pervasive account-ing policies they use, and the areas most sensitive to material change from external factors, and to provide a sensitivity analysis to facilitate an investor's under-standing of the impact on the bottom line ( SEC, 2003a)."
As a result of its review of 2001 CAPs, the SEC's Division of Corporation Finance issued comment letters to specific filers that requested increased CAP disclosures on the 14 accounting topics set forth below (order as listed by the SEC): revenue recognition; restructuring charges; impairments of long-lived assets; investments and goodwill; depreciation and amortization expenses; income tax liabilities; retirement and post retirement liabilities; pension income and expenses; environmental liabilities; repurchase obligations under repurchase commitments; stock-based compensation; insurance loss reserves; inventory reserves; and allowance for doubtful accounts
In its review the SEC found that, ''a substantial number of companies did not provide any disclosure and of most that did, the response was not adequate." Despite the evident importance of the topic to the SEC, this sentence is the only information provided by the SEC about the content of 2001 CAP disclosures.
There are two possible explanations for the SEC's findings. First, the apparent lack of compliance with FR-60 could be the result of companies truly failing to include any disclosures pertaining to the intent of FR-60, and more specifically failing to include disclosures relative to the four disclosure topics included in the cautionary release. Second, the SEC's finding that that response was not adequate could reflect the staff's assessment in light of subsequent announcements, specifically those included in the Proposed Rule. However, the lack of detail included in the SEC's report of its conclusions does not allow the read-er to determine which explanation is appropriate. The SEC's lack of detail about its findings prompts our first re-search question.
Research question 1: What degree of non-compliance with the cautionary advice included in FR-60 is present in a sample of 2001 CAP disclosures?
In December 2003, the SEC released more guidance regarding the MD&A in the form of FR-72, effective December 29, 2003 ( SEC, 2003b .FR-72 Section V provides guidance on critical accounting estimates. Within this section, the SEC noted that the Proposed Rule remained under consideration, and indicated that companies should include disclosures pertaining to critical accounting estimates where the impact of the estimate and assumption on operating performance or financial condition is material, or where the nature of the assumption and estimate is material. The interpretation provided additional clarification and details on the subject matter of required disclosures about critical accounting estimates, 8 and noted that quantitative information, where available and material should be included (SEC, 2003b) . The disclosure subjects included in FR-72 reiterated many items included in the Proposed Rule. As such, guidance for 2003 was more de-tailed and directed than that available in the prior 2 years. We define quality in three ways. First, a higher quality disclosure includes more quantitative disclosures as a percentage of total disclosures. This treatment is consistent with prior studies in which quantitative disclosures are considered to provide more information than do solely narrative sentences ( Botosan, 1997; Freedman& Wasley, 1990; Hughes, Sander, & Reier, 2000; Ingram & Frazier, 1980; Thompson & Zakaria, 2004; Walden & Schwartz, 1997; Wiseman, 1982) . Second, a higher quality disclosure includes more sentences specific to the guidance included in the three releases as opposed to merely general language. Third, greater breadth (the number of subjects and topics disclosed) and greater depth (the number of sentences per disclosed subject and per disclosed topic) indicate a higher quality disclosure.
Sample selection and methodology
To answer the research questions, we analyzed the CAP disclosures of 112 companies included in the Standard & Poor's Mid-Cap 400 index. The Mid-Cap 400 includes mid-sized companies in various industries with market capitalization ranging from $1 billion to $4 billion. Prior research on the disclosure patterns of large and small firms suggests that differences in capital structure and competitiveness result in smaller firms making fewer financial disclosures than do large firms (Buzby, 1975; Salamon & Dhaliwal, 1980; Singhvi & Desai, 1971 ). In addition, Craighead and Hartwick (1998) found size to be the only economic variable, of the four included in their analysis, significant in the extent of disclosure related to changes in corporate strategy. These results suggest that our review of the Mid-Cap 400 disclosures would result in fewer disclosures than would be found within the larger companies included in the Fortune 500 review con-ducted by the SEC and lower disclosure patterns than would be found had we used a sample of larger companies.
We limited the sample to calendar year-end companies because of the December issue dates of both FR-60 and FR-72. Consistent with prior studies of financial disclosure (e.g., Street, Nichols, & Gray, 2000) , we excluded financial institutions and companies with major merger activities. After excluding companies that did not meet our selection criteria we were left with 209 companies. We selected every other company, beginning again for each starting let-ter, resulting in a sample of 112 companies. Content analysis of the disclosures was used to collect the data analyzed in this study. Content analysis is frequently used in studies that investigate how companies re-spond to changes in disclosure requirements brought about by new financial accounting standards and releases (Herrmann & Thomas, 2000; Marquardt & Wiedman, 2007; Roulstone, 1999; Street et al., 2000) . Most of the company response studies analyzed disclosures for the year directly before and the year directly following the change in disclosure requirements (see also Ahmed, Kilic, & Lobo, 2006; To fully capture the extent of company compliance with the SEC's guidance for both narrative and quantitative disclosures, we separately identified narrative and quantitative disclosures within the coding scheme and subsequent analysis. In addition, data were collected and analyzed using both the number of companies that made a disclosure and the number of sentences included in the disclosure. Sentence counts were used as the basis of analysis because they are easily identified, not subject to interpretation, and frequently used in prior research (Ingram & Frazier, 1980; Hughes, Anderson, & Golden, 2001; Walden & Schwartz, 1997) .
Each sentence was coded as to its subject and accounting topic. The subjects were extracted from the three pieces of SEC CAP guidance Proposed Rule, . 10 The subject matter of CAP disclosures occurs within the context of specific accounting topics. We began with the 14 topics that the SEC identified in its 2003 review of 2001 Fortune 500 company disclosures ( SEC, 2003a)and added 10 additional topics as required during data collection, resulting in 25 accounting topics. Because companies generally included introductory and closing narrative, we also added a topic for the general description of accounting policies.
The relationship between subjects and topics is illustrated in the following example. If a company disclosed how it formed an estimate for the allowance for bad debts, we noted the subject of the disclosure (estimate methodol-ogy) as well as the topic (accounts receivable/allowance for doubtful accounts), and recorded the number of sentences included in the disclosure.
If a company included a sentence that disclosed information pertinent to two different topics, that sentence is reflected in the count for both topics. Since the sentence counts include sentences that pertain to multiple topics, the total sentence count exceeds the actual number of sentences. Actual sentence counts for all disclosures made in 2001 and 2003 were 2741 and 6783, respectively. How-ever, due to the double counting of some sentences, we report 2826 sentences in 2001 and 7180 sentences in 2003.
Similar to prior studies, two individuals separately coded the companies' 2001 and 2003 critical accounting policy disclosures and met to resolve classification differences. Coding consistency increased with coder experience. After coding 17 companies a high level of consistency between the coders was achieved, with agreement reaching up to 100% for a single company. At this point, the first coder continued to code the remaining 95 company disclosures and the second coder coded a sample of the remaining companies to confirm that the coding remained consistent over the rest of the sample. As a result, one individual coded all 112 company disclosures and the second individual coded 30 companies (27% of the sample).
Findings and discussion

Research question 1
The first research question asked what degree of non-compliance with the cautionary advice included in FR-60 was present in the 2001 CAP disclosures for a sample of companies. This question was prompted by the SEC's vaguely worded finding that a ''substantial number" of the Fortune 500 companies included in its review failed to pro-vide any CAP disclosures for 2001.
The results shown in Table 1 summarize the extent to which the companies in our sample complied with the four subject matter disclosures identified in FR-60. The results indicate that the majority of companies included at least one CAP disclosure identifying a critical accounting estimate (79%), describing the methodology used to determine the estimate (76%), and the factors affecting the method or assumption (69%). However, only 44% of the companies identified the underlying assumptions used in the estimate. Since the SEC did not define the ''substantial number" of Fortune 500 companies it determined failed to comply with the FR-60 guidance, it is difficult to make direct comparisons between our results and those of the SEC. However, our analysis suggests that a substantial number of Mid-Cap 400 companies made at least some attempt to comply with the FR-60 guidance, and that only 21% of the sampled companies failed to make any FR-60-related disclosure in 2001.
The information included in Table 1 also provides the mean number of sentences used to disclose each subject matter. A quick sum of the means indicates that the ''aver-age" company devoted approximately 24 sentences to its 2001 CAP disclosures. The greatest number of sentences described the methodology used to determine the estimate, the fewest number of sentences described the underlying assumptions used in the estimate. Number of companies. The top panel of Table 2 provides information as to the number and percentage of companies disclosing within each of the four subject matters included in FR-60 for 2001 and 2003. The data reveal that in 2003 all 112 sampled companies disclosed at least the methodology used to determine an estimate, and nearly all also identified the critical accounting estimate (99%) and factors affecting the method or assumption (97%). As in 2001, the underlying assumptions used in an estimate were the subject least-of-ten disclosed, however, in 2003 88% of the companies included this information. All companies that identified critical accounting estimates or the methodology used to determine the estimate in 2001 also disclosed in these subjects in 2003; 98% of the companies that disclosed factors affecting the method or assumption also disclosed this information in 2003, but only 79% of the companies that disclosed the assumptions underlying the estimate again disclosed this information in 2003. Combined, these results indicate that overall, compliance with FR-60 guidance im-proved in 2003 compared with 2001. The results also suggest that there is some tendency for companies to reduce their more detailed disclosures over time.
Number of sentences. The two middle panels of Table 2 
Research question 2B
The SEC's 2003 report of its review of 2001 filings pro-vided the first list of accounting topics the SEC believed should be more fully described in CAP disclosures. As such, it seems likely that 2003 CAP disclosures of these topics would be greater than those made for 2001. Table 3 breaks down the content of the four FR-60 subject matter disclosures by the 26 accounting topics. For both 2001 and 2003, a general description of the accounting policies was the most often disclosed (76% and 97% of the companies, respectively). For 2001, accounts receivable/allowance for bad debts and revenue recognition were the next most frequently disclosed (45% and 51% of the companies, respectively). For 2003, six topics were disclosed by 45% or more of the companies: accounts receivable/allowance for doubtful accounts (54%), deferred tax assets/income tax liabilities (61%), long-lived assets (65%), intangibles (65%), pension income and expense (45%), and revenue recognition (66%). Of these six topics, all but pensions were included in the SEC's list. The percentage of companies making disclosures increased from 2001 to 2003 for all but two topics. The results of the paired t-tests of the number of FR-60 subject matters disclosed per company by subject matter indicate that the disclosures significantly increased for all but incentive/promotional costs, marketing, research and development, sales returns and allowances, oil and gas, and contract commitments. Of these topics, only contract commitments was included in the SEC's list.
The results reported in Table 3 indicate that the breadth of the disclosures increased from 2001 to 2003 as more companies added disclosures about accounting topics, and the depth increased as more FR-60 subject matters were addressed within the disclosures. However, the results also indicate that many companies continued to omit disclosures about areas common to most businesses, e.g., accounts receivable/allowance for doubtful accounts, deferred tax assets/income tax liabilities, and revenue recognition, areas included in the SEC's list of accounting topics for which it believed additional disclosures were necessary. in the disclosure of those subject matters included in the Proposed Rule and FR-72. To determine the extent to which companies disclosed subject matters included in these two later documents, we first analyzed dis-closures by the number of companies, and then by the number of sentences included in the disclosure.
Number of Companies. Table 4 indicates the number of companies making a disclosure within each accounting to-pic and the four subject matters (shown in bold in the table) unique to the Proposed Rule ( SEC, 2002b)but not replicated in FR-72. Table 5 is similar, but for subject matters specified in FR-72.
Because the proposed rule was issued in 2002, it was not likely that many companies would make discretionary disclosures in these four subjects in 2001. Results of the data analysis reveal that few companies made discretionary disclosures consistent with these subject matters in 2003 either. The blank cells on the table represent areas in which no company made a disclosure in either year, and the summary shown on the right side of the table indicates that 0-11% of the companies made disclosures in the four subject matters. The only topic included in the Pro-posed Rule that appeared in a majority of the 2003 disclosures is that of a reference to notes or other disclosures. For 2003, 72% of the companies provided specific references, up from 46% in 2001. Table 5 presents the number of companies disclosing in the various topics in accordance with subject matters included in FR-72 ( SEC, 2003b) . Many of these subjects were first identified in the Proposed Rule, and then reiterated in the 2003 release (SEC, 2003b) . Comparison of Tables 4 and 5 indicates that, in general, more companies included the FR-72 nondiscretionary disclosures than they did discretionary disclosures specific to only the Proposed Rule. However, there are still many Table 5 Number of sentences. Table 6 provides information about the number of sentences pertaining to the Proposed Rule (PR) and FR-72 subject matter disclosures for devoted from zero to 13 sentences to each topic included in the Proposed Rule and/or FR-72. The mean number of sentences ranged from a low of zero (referring to disclosures of why an estimate is reasonably likely to change from period to period, and quantitative disclosures of the accuracy of past estimates) to a high of 1.22 (pertaining to the quantitative sentences dis-closing the impact of accounting estimates on the financial statements). Within the 2003 subject matter disclosures, companies devoted from zero to 26 sentences to each subject, and the means ranged from zero (the quantitative dis-closures of the accuracy of past estimates and reference to specific line items in the financial statements impacted by changes in estimates) to a high of 4.14 (quantitative sentences explaining the impact of the accounting estimate on the financials). The results of the paired t-tests indicate that the mean number of sentences reflect an unambiguous increase in two of the four subjects mentioned only in the Proposed Rule (indication if a different estimate could be used and specific references to notes or other dis-closures), and in all subjects mentioned in FR-72. Table 7 presents the analysis of the number of sentences included in each topic disclosure. For this analysis, subject matter specific to FR-60, the Proposed Rule and FR-72 were included and information about the number of sentences and the paired t-tests of the disclosures of the 90 companies for both 2001 and 2003 are presented. A review of Table 7 indicates that the maximum number of sentences devoted to a specific topic increased from 39 in 2001 to 65 in 2003. For 2003, the greatest numbers of sentences were used to describe significant accounting policies pertaining to pension income and expense (65 sentences), revenue recognition (51), derivatives (41), intangibles (40), and regulatory matters (38).
A review of the results of the paired t-tests indicates that the change in the mean number of sentences per topic ranged from a decrease of ₃ 0.09 in contract commitments, to an increase of 5.52 in pension income and expense. The p-values indicate that the mean sentences included in the disclosures of 17 of the 25 accounting topics significantly increased, most at the level of p < 0.01. In addition, significant increases were observed in 11 of the 14 topics high-lighted in the SEC's review of 2001 CAP disclosures.
In answer to research question 2C, the results in Tables 6 and 7 indicate that companies did respond to the additional guidance, particularly when it was finalized, rather than proposed, by increasing from 2001 to 2003 the number of sentences making a CAP disclosure. Table 7 The number of sentences included in accounting topic disclosures that were specified in FR-60, Research question 3
Research question 3 asks if the quality of CAP disclosures improved from 2001 to 2003. To answer this question, we computed seven additional measures and performed additional paired t-tests. As shown in Table 8 , the results of these summary measures are significant at the level of p = 0.00.
First, we compared the number of sentences included in the disclosures that were specific to the SEC guidance. These sentences, considered to be the value-added sentences, exclude the general descriptions of CAPs and the opening and closing boilerplate. The mean value-added sentences increased from 24.1 in 2001 to 51.6 in 2003, an increase of 27.5 sentences. The second measure of qualitative disclosure is the ratio of the value-added sentences to the total sentences. Results of the paired t-tests reveal that the ratio significantly improved from 72% in 2001 to 79% in 2003.
As noted in the sample selection and methodology section of this paper, quantitative disclosures are often considered to be more informative than narrative disclosures. The next series of comparisons focused on metrics of disclosure quality: the number of sentences containing a quantitative disclosure (measure 3) and the ratio of quantitative sentences to total sentences (measure 4). The measures increased by 3.9 sentences and 4% from 2001 to 2003.
Last, we analyzed changes in quality in terms of the breadth and depth of the disclosures. To represent breadth the fifth metric reports the number of subjects (5a) and the number of topics (5b) included in each company's disclosures. The mean number of subjects increased from 4.4 to 5.9, an increase of 1.5 subjects, and the mean number of accounting topics increased from 4.9 to just less than 7, an increase of approximately 2 topics from 2001 to 2003. 13 The change in the range is also insightful. For example, the maximum number of accounting topics included in a company's disclosure increased from 10 in 2001 to 22 in 2003. The sixth quality measure is another representation of disclosure breadth. It focuses on a count of the number of cells (each defined as the intersection of a subject matter and topic) indicating a disclosure specific to SEC guidance. The mean number of cells increased from 12.4 in 2001 to 22.3 in 2003, an increase of 9.9 cells per company. To assess the depth of the disclosures, we analyzed the number of sentences per subject disclosed (7a) and the number of sentences per topic disclosed (7b). These variables increased by 3.4 and 2.3 sentences, to 8.6 and 7.3 sentences, respectively.
Combined, these results clearly indicate that the quality of companies' disclosures improved from 2001 to 2003, as determined by the number of sentences specific to the SEC guidance, the number of sentences that included a quantitative disclosure, and the breadth and depth of the disclosures. Conclusions, limitations and future research
The SEC issued guidance for critical accounting policy and estimate disclosures so that users would be able to access information critical to their understanding of the basis on which the financial statements were prepared. The SEC then reviewed the response to its 2001 cautionary guidance in its analysis of the disclosures made by Fortune 500 companies. As a result of this review, the SEC found that the number of companies disclosing and the content of the disclosures, when made, were inadequate. Through 2007, the SEC continued to indicate that improvements in CAP disclosures were necessary.
To assess the level of compliance with the cautionary guidance included in FR-60 and the two subsequent pieces of CAP guidance issued in 2002 and 2003, we analyzed the 2001 and 2003 CAP disclosures of 112 of the Mid-Cap 400 companies. To adequately capture the nature and extent of the disclosures, we analyzed both the number of companies making a disclosure and the number of sentences used in the disclosure. Disclosures were categorized by subject matter, e.g., the categories of dis-closure included in the SEC guidance, and by accounting topics, e.g., the financial statement line items to which the disclosures pertain.
We find that most of our sampled companies complied with at least some of the cautionary guidance included in In 2003, the number of companies making disclosures increased for all four of the subjects articulated in FR-60. We find that companies were responsive to subject matters specifically addressed in the Proposed Rule and repeated in FR-72, but few companies were responsive to subject matter included only in the Proposed Rule. These findings indicate that companies made at least some attempt to comply with definitive guidance, but did not respond to discretionary guidance included in the Proposed Rule. These findings are confirmed in the few disclosures specific to the guidance included in the Proposed Rule but not reiterated in FR-72. The lack of response to the Proposed Rule suggests that the Proposed Rule did not engender a response by companies and the continuance of a proposed rule does not seem to be an effective policy setting tool for the SEC.
Further, we find that the number of sentences included within the subject disclosures identified within the three pieces of CAP guidance increased from 2001 and 2003, significant at p = 0.00, in all but four subjects. The results also show that companies increased the number of accounting topics included in CAP disclosures. Companies significantly increased the number of sentences used to describe 17 of the 26 (65%) accounting topics included in the study. Of the 14 topics highlighted in the SEC's review of 2001 CAP disclosures, significant increases occurred in 11 topics (79%), suggesting that companies focused their disclosures on those topics identified by the SEC.
We also find that the quality, breadth and depth of CAP disclosures increased from 2001 to 2003. Companies increased the ratio of content-specific sentences to total sentences included in the disclosures, the ratio of sentences including quantitative information to the total sentences, the number of subjects disclosed and the length of the disclosures, and the number of topics and the length of the to-pic disclosures. Combined, the results of our analyses indicate that by the end of 2003, all companies complied to some extent with the guidance in FR-60, and disclosures consistent with the guidance included in FR-72 significantly increased.
Despite the trend of increased overall compliance, several subject matters specifically mentioned in FR-72 remain under-disclosed. Two subjects were disclosed by fewer than 20% of the sampled companies -discussion with the audit committee and a reference to a specific financial statement line item (when the quantitative impact of the change in an estimate is disclosed). Why an estimate is reasonably likely to change was disclosed by fewer than 10% of the sampled companies. The lack of dis-closure regarding discussions with audit committees is especially problematic as the SEC specifically stated that it believed identification and discussion of the CAPs would improve communications with the audit committee. It is also troublesome that companies discuss the quantitative impact of the changes in an estimate without reference to the affected financial statement line item. The SEC's in-tent when first publishing the cautionary guidance and subsequent guidance was to help users understand the ba-sis on which the financial statements were prepared, reference to specific line items would contribute to this understanding. Providing information as to why an estimate is reasonably likely to change would also enhance readers' understanding of the various assumptions and factors included in various accounting estimates, and allow them to predict changes in these estimates.
We would be remiss not to point out the limitations of the study. Our findings are based on a sample of 112 companies from the Mid-Cap 400. While we designed our study to select a representative sample of Mid-Cap companies, our sample may not be representative of all of the Mid-Cap 400 companies and may not be representative of any other group of companies. Also, coding a narrative is inherently subjective. Although we took many steps to standardize the coding, the complexity and detail of the disclosures could result in different coders evaluating the subject matter of the sentence content in a different manner. The results are also limited by the nature of content analysis itself. Our application of content analysis relies upon the number of companies that made specific CAP disclosures within the MD&A and the number of sentences that were included within the disclosures. The method does not analyze the clarity of the information contained within the dis-closure, nor does it analyze any of the referenced note disclosures or disclosures in other sections of the 10-K.
